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TO  THE  CITIZENS  OF  THE  COMMONWEALTH, 

Chapter  306  of  the  Acts  of  1996  has  transferred  the  duties  of  the  Division 
of  Public  Employee  Retirement  Administration  (PERA)  to  a  new  agency. 
From  1983  to  1996  PERA  played  a  central  role  in  the  transformation  of 
our  pension  system  and  in  modernizing  the  administration  and 
management  of  the  workers'  compensation  benefits  for  injured  state 
employees.  As  this  final  report  details,  the  record  demonstrates  that  PERA 
completed  the  tasks  assigned  to  it  by  the  Governor  and  the  Legislature  and 
did  so  in  a  professional,  comprehensive  and  dedicated  manner.  No  one  can 
challenge  the  statement  that  the  financial  condition,  the  management 
practices  and  the  administrative  uniformity  of  our  pension  systems  have 
substantially  improved  since  1983. 

This  accomplishment  would  not  have  been  possible  without  the  cooperation 
and  hard  work  of  those  who  serve  on  our  retirement  boards  and  their  staff 
There  have  been  times  when  we  have  disagreed,  however,  at  all  times  we 
have  shared  the  same  goal,  the  efficient,  fair  and  professional  management 
of  the  retirement  systems.  The  progress  noted  in  this  report  reflects  the 
efforts  of  these  fine  public  servants.  Employees,  retirees  and  the  public  can 
be  assured  that  the  management  of  these  retirement  systems  is  in  good 
hands. 

Many  individuals  served  at  PERA  in  this  period.  Each  contributed  directly 
to  the  success  of  the  agency.  In  the  face  of  challenges  and  controversy 
their  commitment  to  serving  the  members  of  the  retirement  systems  and  the 
public  never  wavered.  Perhaps  that  is  the  most  fitting  indicator  of  the 
qualities  brought  to  the  agency  by  these  fine  people.  The  success  outlined 
in  this  report  is  not  a  result  of  statutory  changes  or  regulatory  revisions, 
rather  it  has  come  about  because  of  the  efforts  of  these  individuals  and  all 
of  us  can  take  pride  in  their  accomplishments. 
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ORIGINS  OF  PUBLIC  PENSIONS 


The  Massachusetts  Public  Employee  Retirement  Systems  are  a  product  of 
nearly  100  years  of  statutory,  regulatory  and  administrative  evolution. 
Until  the  years  following  World  War  II  retirement  rights  and  benefits  for 
public  employees  were  established  and  administered  through  boards  with 
little  or  no  central  determinant  of  the  benefits  or  obligations  of  the 
members.  The  revision  of  Chapter  32  of  the  General  Laws  in  1945  altered 
the  disparate  nature  of  these  systems  and  created  a  uniform  statutory 
framework  governing  the  rights  and  benefits  available  to  public  employees 
and  their  beneficiaries.  Although  this  regime  solved  many  of  the  problems 
inherent  in  the  previous  fragmented  approach  to  public  pensions,  it  failed  to 
consider  the  long  range  impact  of  provisions  relating  to  the  funding  of 
pensions,  the  process  for  determining  eligibility  for  disability  and  the  lack 
of  regulatory  oversight  of  more  than  one  hundred  boards  responsible  for  the 
administration  of  the  retirement  systems. 


SYSTEM  DISINTEGRATION 


The  seeds  of  future  catastrophe  were  sown  by  this  failure.  Pensions  were 
financed  on  a  so-called  "pay  as  you  go  basis",  that  is  the  annual 
appropriation  was  determined  by  the  cost  of  pensions  to  be  paid  in  the 
fiscal  year.  Thus  no  funds  were  set  aside  to  cover  employee  benefits  earned 
during  the  year.  In  the  early  years  this  method  had  the  effect  of  reducing 
the  amount  of  expenditures  as  the  number  of  retirees  were  few.  However, 
over  time,  the  expenditure  grew  dramatically  as  the  number  of  retirees 
increased.  Eventually  these  costs  threatened  the  fiscal  stability  of  the 
Commonwealth  and  its  cities  and  towns.  The  statute  also  compromised  the 
objectivity  of  medical  examinations  of  disability  applicants  by  the 
participation  of  the  applicant's  physician.  In  the  early  years,  this  did  not 
create  a  financial  strain  in  the  systems  as  the  number  of  retirees  was 
limited.  However,  as  the  public  work-force  matured,  disability  costs 
skyrocketed  adding  to  the  fiscal  pressures  inherent  in  the  "pay  as  you  go" 
financing  method.  Finally  as  the  years  passed,  the  administration  of  the 
systems  became  more  complex.  As  a  result  of  increases  in  assets  from 
employee  contributions,  boards  were  now  responsible  for  the  management 
of  hundreds  of  millions  and  eventually  billions  of  dollars.  Archaic 


accounting  standards  were  not  sufficient  to  assist  the  boards  in  monitoring 
the  growing  asset  base.  Furthermore,  lack  of  aggressive  oversight  left 
boards  on  their  own  with  respect  to  statutory  interpretation,  expenditure, 
and  investment  of  funds. 

In  the  mid  to  late  1970's  these  failures,  lack  of  advanced  funding  of 
benefits,  loose  procedures  for  award  of  disability  benefits  and  fragmented 
oversight  of  board  activity  created  a  major  crisis  in  our  retirement  systems. 
Financial  analysts  cited  the  state  of  public  pension  funds  in  Massachusetts 
as  a  key  determinant  in  the  setting  of  the  Commonwealth's  bond  rating. 
The  "pay  as  you  go"  financing  of  pensions  played  a  key  role  in  several 
downgrades  in  that  rating.  At  the  same  time,  the  process  for  awarding  job 
related  disability  retirement  imploded  in  a  series  of  scandals  and  exploded 
in  the  number  of  annual  awards  of  benefits.  The  increasingly  complex 
issues  pertaining  to  pension  administration  cried  out  for  centralized 
oversight  to  assist  boards  in  meeting  the  challenges  associated  with  asset 
growth,  benefit  processing  and  the  application  of  the  correct  legal 
standards. 

In  the  area  of  job  related  disability,  the  statistics  underscore  the  unfolding 
crisis  during  this  period: 
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The  number  of  annual  awards  was  growing  at  a  spectacular  rate.  The 
disparity  between  the  benefit  associated  with  normal  retirement  and  the 
benefit  associated  with  job  related  disability  retirement  in  conjunction  with 
the  "pay  as  you  go"  financing  method,  immediately  resulted  in  an  increase 
in  the  appropriations  for  pensions  by  the  state,  counties,  cities  and  towns. 
Furthermore  it  became  apparent  that  some  individuals  were  receiving 
benefits  who  did  not  meet  the  statutory  standards  for  disability. 


PERA  ESTABLISHED 


In  response  to  these  trends,  the  Legislature  created  the  Division  of  Public 
Employee  Retirement  Administration  (PERA)  in  the  latter  part  of  the  1982 
Legislative  session.  The  Division  was  assigned  the  task  of  addressing  the 
rising  case  load  of  disability  retirements  as  well  as  overseeing  the  activities 
of  over  100  retirement  boards.  The  Division  moved  quickly  in  establishing 
uniform  standards  to  be  applied  by  all  boards  in  making  retirement 
determinations.  For  the  first  time,  the  statute  was  applied  consistently  from 
board  to  board  and  employees  and  retirees  received  equal  treatment  from 
the  boards.  PERA  also  implemented  reforms  passed  by  the  legislature 
which  created  independent  three  member  panels  of  physician  specialists  to 
review  disability  applicants.  In  addition,  PERA  aggressively  employed  its 
authority  to  remand  cases  in  which  the  board  awarded  benefits  without 
meeting  the  legal  requirements  to  further  tighten  the  process  and  insure  that 
only  those  who  met  those  requirements  received  benefits.  Almost 
immediately  the  job  related  disability  trend  was  reversed: 
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PERA  accomplished  this  by  moving  aggressively  on  a  number  of  fronts. 
First,  as  indicated,  clear,  concise  and  strict  standards  were  established 
through  regulation  mandating  that  retirement  boards  follow  proper  uniform 
procedures  when  reviewing  disability  applications.  Simultaneously  an 
intense  program  of  physician  recruitment  was  initiated  in  order  to  guarantee 
compliance  with  changes  in  the  medical  aspects  of  disability  review.  Also, 
PERA  employed  its  authority  to  remand  cases  in  which  benefits  were 
awarded  on  dubious  grounds  to  underscore  to  the  boards,  applicants  and  the 
public,  the  importance  of  following  the  law  and  regulations. 

These  actions  did  not  take  place  without  controversy.  In  nearly  every 
instance,  decisions  of  PERA  were  challenged  and  in  some  areas  PERA's 
flexibility  was  seriously  curtailed  by  judicial  or  administrative  decision. 
Specifically,  opinions  were  rendered  which  have  made  it  virtually 
impossible  to  refuse  benefits  by  overcoming  the  various  presumptions 
through  evidence  of  non  job  related  causative  agents  such  as  smoking.  In 
addition,  remand  authority  was  severely  restricted. 

However,  the  greatest  frustration  took  place  in  the  area  of  returning  injured 
employees  to  work.  Following  statutory  changes  designed  to  facilitate 
return  to  work,  PERA  filed  an  aggressive  set  of  regulations  which  would 
have  created  a  realistic  framework  for  not  only  return  to  work  but  a  further 
tightening  of  the  disability  process.  Unfortunately,  the  aggressive 
regulatory  framework  was  rejected.  On  a  different  front,  PERA  worked 
with  the  Department  of  Personnel  Administration  to  create  a  right  for 
injured  employees  found  able  to  return  to  previous  employment.  This  right 
was  challenged  and  the  courts  ultimately  negated  PERA's  efforts.  PERA 
established  a  rehabilitation  program  for  injured  employees,  but  due  to  its 
voluntary  nature,  participation  was  limited. 


In  spite  of  these  setbacks,  PERA's  effort  continued  to  control  the  number 
and  the  cost  of  disability  awards: 
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The  success  of  PERA's  efforts  in  the  important  area  of  controlling 
disability  related  costs  is  evident.  This  accomplishment  has  achieved  the 
goals  set  forth  when  PERA  was  created  and  escalating  disability 
expenditures  threatened  to  destroy  the  retirement  system.  In  fact,  it  has 
been  this  accomplishment,  which  in  reversing  a  deteriorating  situation, 
obviated  the  need  for  a  drastic  revamping  of  the  entire  retirement  law 
which  would  have  had  a  devastating  impact  on  employees,  retirees  and 
beneficiaries. 
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INVESTMENTS 


A  similar  success  has  been  achieved  in  the  investment  of  pension  system 
assets.  In  the  post  war  era,  strict  statutory  limits  were  placed  on  the 
investment  options  available  to  retirement  boards.  In  an  effort  to  protect 
assets,  investment  in  equities  was  severely  constricted.  In  effect,  portfolios 
were  heavily  invested  in  fixed  income  instruments  within  a  limited  number 
of  industries  delineated  on  a  "legal  list"  created  by  the  Commissioner  of 
Banks.  As  the  years  passed,  capital  market  regulation  matured  and 
Depression  Era  protections  such  as  those  in  place  in  Massachusetts  resulted 
not  only  in  lower  returns  but  increased  risk  due  to  a  lack  of  diversification. 
Statutory  changes  in  the  early  1980's  authorized  a  broader  range  of 
investments  for  retirement  systems.  PERA  was  charged  with  authorizing 
the  boards  to  invest  on  the  "Prudent  Person  Standard".  Once  again  PERA 
acted  quickly  to  create  the  proper  regulatory  framework  which  would 
enable  boards  when  appropriate  to  increase  allocations  to  equities  and 
participate  in  other  modern  asset  classes.  In  a  short  time,  nearly  all  boards 
were  investing  under  the  new  standards  and  responsibility  for  day  to  day 
investment  decision-making  had  been  delegated  to  professional  money 
management  firms.  This  has  led  to  a  substantial  increase  in  returns  and 
enhanced  diversification  of  risk.  Most  importantly,  in  the  sobering 
aftermath  of  the  1987  market  downturn,  PERA  resisted  the  calls  for  re- 
regulation  and  held  firm  in  its  policy  of  expanding  investment  opportunities 
for  the  systems. 


The  success  of  that  policy  is  evidenced  by  the  average  return  of  1 1.43%  in 
the  1985-1995  period.  These  returns  contributed  to  a  growth  in  assets  over 
the  same  period  of  nearly  400%.  The  returns  were  a  product  of  excellent 
market  conditions  and  the  activity  of  boards  and  money  managers. 
However,  the  critical  factor  in  putting  in  place  investment  strategies  to 
enable  boards  to  participate  in  these  markets  was  PERA's  enlightened 
regulation  of  investment  activities. 
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PERA,  while  liberalizing  restrictions  on  investment  flexibility,  expanded 
efforts  to  assist  boards  in  the  relationship  with  vendors.  The  result  was  a 
number  of  investigations  which  led  to  the  boards  recovering  or  receiving 
payments  in  excess  of  $16  million  from  various  parties.  In  the  most 
celebrated  case,  PERA  found  that  systems  which  had  not  pursued  expanded 
investment  flexibility  had  dangerously  concentrated  assets  in  one  sector  of 
the  economy.  The  investigation  eventually  uncovered  conflicts  of  interest 
and  a  failure  on  the  part  of  one  advisor  to  disclose  payments  from  a 
manager.  This  led  to  the  promulgation  of  orders  mandating  that  the  boards 
seek  disclosure  of  all  potential  conflicts  prior  to  retaining  a  vendor.  As  a 
result,  boards  are  making  decisions  fully  informed  of  the  relationships  of 
each  vendor. 


ACTUARIAL 


PERA's  efforts  have  been  most  successful  in  improving  the  financial 
condition  of  the  retirement  systems.  In  1983,  the  financing  of  pensions  was 
described  by  the  Boston  Globe  as  "...a  massive  and  complex  problem  that 
many  competent  students  of  state  and  local  government  contend  is  their 
most  serious  fiscal  issue  for  the  future."  This  statement  represented  a 
consensus  echoed  by  the  Boston  Herald  which  in  1986  described  the  fiscal 
condition  of  public  pension  systems  as  "...a  disaster  that  threatens  the 
retirement  and  disability  funds  of  every  worker  in  the  state."  In  fact,  the 
threat  went  far  beyond  the  retirement  systems  as  noted  by  the 
Massachusetts  Business  Roundtable  which  warned  that  unfunded  pension 
liabilities  were  "...a  timebomb  ticking  in  Massachusetts,  and  the  result  of  its 
explosion  could  have  a  devastating  impact  on  our  children's  fiscal  future." 

Prior  to  PERA's  existence,  it  was  impossible  to  clearly  analyze  system 
assets  and  liabilities,  as  faulty  or  incomplete  demographic  data  made 
actuarial  valuations  an  exercise  in  guessing.  At  the  time,  no  regulatory 
entity  worked  with  the  retirement  boards  in  cleaning  up  data  and 
developing  funding  strategies.  The  average  ratio  of  assets  to  liabilities,  a 
common  measure  of  financial  stability,  hovered  in  the  vicinity  of  25%.  The 
warnings  were  not  exaggerated. 


PERA's  aggressive  implementation  of  its  authority  to  increase  investment 
options  for  boards,  as  noted  previously,  began  the  process  of  increasing  the 
assets  available  to  cover  liabilities.  Upon  passage  of  funding  legislation, 
PERA  quickly  moved  to  develop  actuarial  software,  analyze  system 
funding  needs  and  establish  actuarially  valid  funding  schedules  to  amortize 
unfunded  liabilities  and  transition  systems  to  private  sector  funding 
standards.  For  the  first  time,  truly  accurate  actuarial  valuations  were 
conducted  as  PERA  worked  tirelessly  with  systems  to  update  demographic 
data.  Every  system  has  experienced  a  dramatic  improvement  in  funding 
status.  Funding  schedules  have  been  adopted  in  virtually  every  system  and 
for  the  first  time  several  systems  have  amortized  all  past  unfunded 
liabilities. 

During  this  period,  however,  an  effort  on  the  part  of  a  small  number  of 
systems  resulted  in  the  establishment  in  those  systems  of  actuarially 
unsound  funding  schedules.  These  schedules  deferred  payments  until  later 
years  and  actually  resulted  in  appropriations  which  were  not  sufficient  to 
pay  benefits  due.  As  a  consequence,  system  assets  are  used  to  pay  current 
benefits  and  the  system  in  effect  defunded.  At  present,  this  situation  has 
been  masked  by  extraordinary  investment  returns.  If  and  when  these 
returns  are  no  longer  achieved,  the  disaster  predicted  by  the  Business 
Roundtable  will  strike  those  systems. 

Funding  progress  has  been  particularly  noteworthy  at  the  state  level.  The 
State  Employees  Retirement  System  and  the  State  Teachers'  Retirement 
System  have  achieved  an  increase  in  funding  ratio  from  approximately  25% 
to  78%  and  73%  respectively.  In  fact,  the  Commonwealth's  Total  Pension 
Obligation  which  includes  the  liability  of  those  systems  as  well  as  that  of 
Boston  Teachers  and  the  Cost-of-Living  Allowances  is  69%.  Consequently 
pension  funding  levels  which  once  threatened  the  bond  rating  of  the 
Commonwealth  are  now  similar  to  those  of  other  jurisdictions. 


FIELD  EXAMINATIONS/AUDITS 


The  fiscal  and  management  practices  of  the  systems  have  also  undergone  a 
dramatic  improvement.  Prior  to  the  establishment  of  PERA,  inconsistent 
and  unacceptable  accounting  practices  were  a  major  problem  in  many 
systems.  Minimum  standards  of  financial  control  were  not  in  place.  Only 
perfunctory  audits  were  performed  and  assistance  to  boards  was  virtually 
non-existent.  PERA  instituted  uniform  accounting  standards  and 
aggressively  audited  systems  on  a  management  as  well  as  financial  basis. 
This  resulted  in  consistent  application  of  the  law.  Direct  assistance  from 
PERA  enabled  systems  to  smoothly  adjust  to  staffing  changes  and  in 
several  instances  PERA  auditors  averted  administrative  collapse.  Beyond 
these  improvements  PERA  auditors  uncovered  a  number  of  instances  of 
criminal  wrongdoing. 

Today  boards  operate  in  a  professional  manner  following  specific 
guidelines  in  accordance  with  PERA  regulations.  As  a  result,  boards  have 
successfully  assumed  new  duties  established  in  the  last  decade  and  met  the 
responsibilities  attendant  to  the  significant  growth  of  assets. 


LEGAL 


Until  the  creation  of  PERA,  boards  received  little  legal  guidance  in 
applying  the  complex  provisions  of  Chapter  32.  The  guidance  which  was 
available  was  provided  on  an  ad  hoc  basis  by  other  boards  and  the  state's 
insurance  division.  Inaccurate  advice  often  became  the  norm  as  boards 
consulted  one  another  in  interpreting  the  statutes.  The  PERA  legal  staff 
professionalized  the  promulgation  of  legal  opinions  to  the  boards  insuring 
the  consistent  implementation  of  the  law  and  educating  boards  about 
changes  in  the  law.  Over  20  generic  legal  memoranda  were  issued  annually 
as  well  as  200  legal  opinions  in  direct  response  to  board  requests.  Informal 
advisories  were  provided  to  thousands  of  legal  questions  each  year.  PERA 
also  challenged  various  administrative  rulings  in  order  to  protect  the 
integrity  of  the  system.  These  included  decisions  which  restricted  PERA's 
authority  in  the  review  of  disabilities,  undermined  enforcement  efforts  in 
the  vital  investment  oversight  area  and  neutered  the  return  to  work  policy 
initiated  by  PERA  to  bring  disabled  employees  back  to  work. 


MEDICAL  PANELS 


The  establishment  of  independent,  objective  medical  panels  to  examine 
disability  applicants  was  a  central  component  of  PERA's  responsibilities. 
Thousands  of  physicians  were  appointed  to  conduct  examinations.  These 
physicians  were  provided  with  strict  standards  to  employ  in  making 
determinations.  During  this  period  no  statutory  deadline  related  to 
examinations  of  applicants  was  missed.  In  short,  the  Division  assured  that 
each  case  received  a  fair  examination  in  accordance  with  law. 


WORKERS'  COMPENSATION 


PERA's  duties  extended  beyond  retirement.  Charged  with  administering 
workers'  compensation  for  state  employees,  the  Division  brought  order  out 
of  chaos.  At  the  time  PERA  assumed  these  duties,  records  were  literally 
maintained  in  shoe  boxes  and  payments  to  injured  employees 
unconscionably  delayed  due  to  administrative  laxity.  No  case  management 
took  place  in  contrast  to  the  custom  in  the  private  sector.  Claims  were  not 
investigated  and  rehabilitation  was  not  offered  to  injured  workers. 
Operations  were  not  computerized,  resulting  in  a  lack  of  a  statistical  data 
base  to  assist  in  cost  control.  There  was  no  program  to  assess  the  efficacy 
of  medical  services.  The  most  elementary  risk  management  techniques 
were  not  in  place.  Finally,  all  costs  were  absorbed  at  the  administrative 
level  resulting  in  no  cost  control  efforts  at  the  agency  level. 

Each  of  these  failings  has  been  corrected  by  PERA.  A  unique  chargeback 
program  was  instituted  requiring  agencies  to  fund  workers'  compensation 
costs  out  of  operations  budgets.  Investigative  efforts  led  to  regular  criminal 
convictions  for  fraud  and  abuse.  A  temporary  modified  work  program 
expanded  employee  rights  to  return  to  work.  Direct  agency  legal 
representation  was  implemented  establishing  an  agency  role  in  arguing 
cases  at  the  administrative  level.  A  backlog  of  30,000  unpaid  bills  for 
medical  services  was  eliminated.  Claims  adjusters  were  assigned  to 
manage  individual  claims  through  the  entire  process  and  the  caseload  of 
those  adjusters  maintained  at  a  level  which  assured  maximum  efficiency. 


The  annual  financial  statement  of  the  Commonwealth  issued  by  the 
Comptroller  as  a  result  of  analysis  of  outside  auditors  has  recorded 
reductions  in  expected  long  range  workers'  compensation  costs  in  each  of 
the  last  three  years.  In  its  most  recent  review,  the  outside  auditor  cited  loss 
management  techniques  put  into  place  by  PERA  as  well  as  the  efforts  of 
PERA  adjusters  as  major  reasons  for  a  "dramatic"  decrease  in  the  reserve 
needs  of  the  Commonwealth's  Workers'  Compensation  Program. 
Appropriations  for  workers'  compensation  have  actually  declined  from  a 
high  of  $67  million  to  a  FY  97  appropriation  of  $45  million.  PERA's 
efforts  have  led  private  observers  such  as  Michael  Hallion,  Kemper  New 
England  Division  -  Workers'  Compensation  Examiner  to  state,  "PERA's 
case  management  system  is  both  professional  and  efficient.  In  fact,  it 
equals  any  system  I  have  had  experience  with  in  my  professional  career." 


CONCLUSION 


At  the  time  of  PERA's  establishment,  a  growing  movement  of  legislators, 
opinion  makers  and  individuals  was  advocating  the  repeal  of  Chapter  32 
and  the  privatization  of  public  employee  pension  rights  and  benefits.  This 
draconian  approach  has  to  date  been  averted  because  of  the  knowledge, 
integrity  and  dedication  of  all  those  responsible  for  the  Division's 
operations.  Similarly,  a  workers'  compensation  administration,  which 
previously  had  served  neither  injured  employees  nor  the  public,  has  been 
transformed  into  perhaps  the  most  efficient  public  sector  self  insurer  in  the 
nation.  Confronted  with  an  out  of  control  pension  system  and  disarray  in 
the  administration  of  workers'  compensation,  policy  makers  relied  on  the 
outstanding  management  team  and  professional  staff  at  PERA  to  address 
problems  thought  of  as  unsolvable.  We  are  pleased  to  report  that  the 
Division  of  Public  Employee  Retirement  Administration  has  accomplished 
those  goals  assigned  to  it  by  the  Legislature  and  Governor. 


PERA 
ROOM  1101 
ONE  ASHBURTON  PLACE 
BOSTON,  MA  02108 


